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quality of products and services. Price reductions which result
from a competitive environment will be in the interest of con­
sumers, unless the price reductions are predatory, supracompeti­
tive, or otherwise involve disproportionate cost shifting to other
customers. Thus, the FCC has long recognized that competition
can constitute. legal·justification· for discounts· from· prevailing
tarUf rates.

The doctrine of competitive necessity was fint applied in
telecommunications by the FCC to evaluate AT&T's TELPAK
service,9 which was AT&Ts response to the FCC's AboW! 890
order. 1o The AboW! 890 order permitted large users of private
lines to build microwave systems for their own use.

AT&T's TELPAK. taril"s oft'ered reduced rates on large
bundles of private lines geared to large users who might other­
wise build their own microwave systems. TELPAX. was
AT&T's way of addressing competition via strategic pricing.
After a protracted proceeding in which several cWrerent fully
distributed cost tests and associated rates of return were used to
refute cross-subsidjution alleptiona, the TELPAX. tariIi were
declared unlawful in 1976 and finally withdrawn in 1980. 11

Tariff No. lJ, like TELPAK., entails special oft'erings of
bulk discounts and thus raises issues of pricing and competitive
necessity. However, legal commentators and economists today

9. TELPAit Semce ad Oln", 31 F.C.C. 370 (1966), GI'd ... IIML "..,..
lCUl TnackiDI AIIOC. v. Fcc. 377 F.2d 121 (1966), eM. .... 316 U.S. 943 (1967).
The coacept ~~ neceuity bad .,.. impIeIaeated ill otber iDdUlU'iel by
repalalon wU ia Idvace of die TELPAI( iIlWMiprinIL For aample. compecitiaa
wa nmpiMd uadIr die Iatenlate CoauDIn:e Act • juMilc:lcion for raiiway ,..
tarpIId fa __ campllilliaa &om uuekiaI aDd .... tnIIIpCIft carriers. S. Eatun
<:eat. Mow CmiIn AIIoc. Y. United StaleS. 321 U.S. 194 (1944); Tau tt Pac. Ry.
Y. U.ua.i SIII& 219 U.s. 617 (1933).

10. AQocerion ~Microwave Frequencia Above 190 Me.. Repon aDd Order. 27
F.e.C. 359. II IUl. 1767 (1959) (hereinafter "AbcM 190"]. A private !iDe is • tell­
CGlIIIIDUlirMi.. cIIaaIlwhicb is lcued fraaa a COlD.. c:aniIr for die tole '* of
oae or more IpeciIc c:u.cll-.n becween cwo or more IpeciIIc paiDCL For «lam'" die
hotel courtIIY .... fGUlld in many airponI. whicb allow the __ to pick up the
receiver aDd cc-.ga biI bocet without even cIialiD.. are simpAe private liDa Similarly.
private a1anD s~ IIIlfIoy pnvace linea to COIIMCl a.oa. with home security
companies.

II. The TELPAlt story is discuued in deWl in several soun:a $ft, "". G.
SaocK. TID TlllaMOIUNlCATIONS MAa&BT: To DYNAMICS OP MAuaT
SnUCTtJIE 207·210 (1911); G. FAULHA8Ea. TELECO....UNICATIONS IN TUItMOlL:
TECHNOLOGY AND PuUIC PoUCy 24-31 (1917); L JOHNSON, eo..PETmON AND
Caoss-SU..DIZATtON IN 111& TELEPHONE INDUSTlY (1912).
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have better analytic tools to employ when addressing the issues
of pricing and competitive necessity.12 Under the tests devel·
oped after TELPAK. Tariff No. 15 could be declared lawful.

In 1964, the FCC emphasized in the TELPAK proceedings
that a price discount should be otfered no more broadly than
necessary" to· meet "competition. IJ Indeed. the" FCC required a
showing that customers would shift to the competing alterna­
tive, but for the discounted offering. 14

In the 19705, the FCC again recognized that competition
can constitute legal justification for discounts from prevailing
tari1f rates. InAmerican Satellite Corpomtion, U the Commiqion
reasoned that because a new competitive carrier needed to estab­
lish itself in a market, it could otrer non-compensatory rates.
Similarly, in United States TralUmissiDn Systems, 16 a competitive
carrier wu allowed to otrer bulk rate discounts since it did not
provide monopoly-type services. _

In the 19801, the FCC decided that rates for private line

11. A ar- .. of~ ill die .,.. of iDdUIUial orpt'iZ·... repIacory
eeoaomicI. and IIUiuuIt baa cakeD plKe siDce die iDiIialllliq of the TELPAle. tariI's
in 19591Dd die subllquaac proc-dinp. Croa-eubejd;urioa wu lint IiWIl a formal.
ripoua ddlUlioa ill Fau1baber's pathbreUiD. anicle. S. FaWbaDer, CIOII-Sllbsidi­
ZIUitM.. hidIII iIIl'IIbiite Ellt.""., 6' AM. EcoN. Rav. 966 (1975). ID 1975, the
COII-tlaed predatiaa bripdin. appeared ill the lit«U1lte. molt nocably the .ve.1a­
Tunlei' resc (or predaIory pricin.. Ateeda.t: Tumer, hftJJuMy PridIII tWJ R.iIlI.
hrIt:IM:a UItMrSctitM J oll/w SIwmta An, aa HAav. Lbv. 697 (1975); .. ,"ftv
tal II'CO'IlIpuyiq DOle 21.

III 1911, the__ anicIe on the deter'miuaII of markec power ftI writt.ea by
LaadII UId IWBIr. 1.IDdeI. Posaer, Mo,,", PrJwr'II AIItilrvst o-r. 94 H.uv. L.
bY. 931 (1911). III 1912. Ba',moL PIaar, and WiJIia made Ii......caddilions to
IDd WIiIId the ..... llUll'llCUn OIl coauaaDility. w. 8AuMOL.l. PANZAa..t: R.
WILI.IG. COtrruTAaU MAUETS AND ".. THmaY 0' Il'lDUS'BY STIlUC1't1U
(1912). S. ill"" test JCCOal.,aD)1ft, DOce 102-

FaftMnDore. receDC predacory priciq cu. haw led &Da1ysa to look at preda.
_ IDd Q'* IlIheid;UUoll ID SlpalcaDdy ~erem ways. S. iIIftv DCJCe 25 IIIG ac­
~JiDI caL AD of thtIe devekl!'A.....&I have yielded ways ~ evUUIiq the
~ ill wbicb a "dominanc" camer makes CUI1OIDIr-speci6c ol'en. HiiiCL the
Tui6 No. Jj On* need nOt be "TELPAK reviliced." siDee there an DOW 10 maay
aaalydc tools to apply to this type 0( sceDario.

13. TELPAK Semc:e and Cb.nnets. 38 F.C.C. 310 (1%4), a6'd sub 110m. Amen­
CIA Truckiq Auac. v. F.C.C., 311 F.2d 121 (1966). ,en. alliat, 386 U.S. 943 (1961),

14. IlevWoaa ol TariI' 260 ('TELPAK). MemoruGWD 0piDi0a aad Order, 61
F.C.C.2d '81,6''''9,38 R.R.2d 1121, 12QS.Q6 (1976).a6'd, 70 F.C.c.2d 616 (1978).
aff'd ill ptm sub 110m. AeronaLluca11l1dio. Inc:. v. FCC. 642 F.2d 1221 (D.C. Cu.
1910>, "no tUIIiMJ• .., I U.s. 920 (1981).

15. "F.C.C.2d I (1915).
16. 66 F.C.C.2d 1091 (1911).
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and switched access services that are reasonably designed to
meet competition are not discriminatory. For example, in 1984
in Volume Discount Practices,11 the FCC relaxed the require­
ment that a carrier demonstrate that customers would shift to
competing alternatives but for a discounted offering. Instead.
the FCC found that sellers shoulq limit their offers of lower
prices to the group of· customers· reasonably'believed to have
lower prices available to them from competitors. Even then. the
Commission indicated that meeting competition on a customer­
by-customer basis continued to be the discount justification least
subject to challenge. I' The FCC stated:

For purposes of Section 202 of the Communications Act. a carrier
may be able to meet its burden of Provinl a competitive-necessity
justification for a lower rate without shaN, that each customer
takinl the discounted otrerinl actually would switch to aD equal or
lower priced alternative. 19

The Commission funher stated that u[a]reater pricing flexibility
in volume discounts may benefit large as well1lS small users. not
injure competition, and not be discriminatory."10 The FCC
ruled that under the competitive necessity doctrine. rates vary­
ing from established rates are lawful when:

• An equal or lower priced alternative is available to the
customer,

• The terms of the otrer. are reaonably deliped to meet com­
petition. and

• The discounted rate contributes to reaoaable rates and efti-·
cleat servics for all users.ZI

In OCP Guidelines,2:1 the Commission confirmed that dis­
counts for switched services designed to meet competitors' prices
would be permitted, provided that the discounted offering satis­
fied the '-net revenue test."2]

17. Prmfe LiDe Rare and Volume Discowul, Repon and Order. 97 F.C.C.ld 923
(1914) (bereiMfter "0/,.".. DUt:oullt Pr'lrcticcr).

18. Id. at 941.
19. Id. at 947.
20. Id. at 941.
21. 97 F.e.c.ld 923. 947 (1984).
22. OCP G",id.liIlG. S"PfO note 7. at 42.954. The net rewnue test defined in this

order. iu economic attribute&, and its applicability to CUIIGIDer-speciAc oll'erinp,
crosa-sublidizacion. and predatory pricinl conca. are deIcribed ill more cietaiL infra.
Section II.

23. The net revenue test, cross-subsidization. and predatory priciDl conc:ems are
described in more deWJ. jlllfO. Section II.



8 FEDERAL COMMUNICATIONS UW JOURNAL [Vol. 42

To date, the Commission has neither rejected nor modified
the criteria set out in Volume Discount Practices. 24 Thus, the
competitive necessity doctrine should be the appropriate means
of evaluating the lawfulness of single customer offerings.

II. COST. GWDE1.INES ..AND .THE..FCe's NET REVENUE TEST
AS SAfEGUARDSAGAINST -CROSS-SUBSIDIZAnON

AND PREDATORY PRICING

The FCC's net revenue test, as defined in the OCP Guide­
lines. should be applied as a regulatory tool to allow dominant
carriers pricing flexibility while maintaining proper safeguards
against cross-subsidization and predatory pricing.

It is often feared that pricing flexibility may be counter to
the public interest because of the perceived danger that larger
carriers will then cross-subsidize competitive services with reve­
nues from customers of less competitive_services. A related con­
cern is that such pricing flexibility will lead to large carriers
setting prices that are predatory and hence anticompetitive. The
net revenue test can reasonably provide the safeguards required
to prevent both cross-subsidization and predatory pricing, while
providing for sufficient pricing flexibility to allow carriers to par­
ticipate in competitive markets.

A. ~datory Pricing

The courts have not arrived at a consensus regarding a defi­
nition of predatory pricing. The Supreme Court recently stated
that "[P]redatory pricing may be defined as pricing below appro­
priate measure of cost for purpose of eliminating competitors in
the short run and reducing competition in the long run. "15

24. S,.". IlOCe 16. However. men are some illdictlioal that tbe FCCs stane:e is
tbat me compeauve neceuity doctrine meus a carrier may meet but not beat a com·
peaU" carrier'1 o&r. Tal'. AT&T PuMa AMtMi 011 TllriJ/ Jj F1'OIIt, NETWOIlit
WOaLD, New. 14, 1911. at 1.

2'. CaqilL IDe. v. Monfon of Colorado. Inc.. 479 U.s. 104 (1916). Other anti·
trust CUll have cited a variety of delDitiaal of predatory Pricinl:

• A predatory pricinl conspiracy is by nawre specuWive. Any qnement
to price below the compeauve level requiN me CGIIIf'iraIon to foreao
proIu that r-r. compctihoa would 01'. tIMm. The fOl'elQM pro6u may
be c:oaIidend aD inV.bDCIlt in me future. For the investment to be ra­
tional, the COftIl)iracon mUll have a .......bIe expectation of recover·
in.. in me form of later monopoly pro6u. more tIwI the 10IIII sul'ered.



Number 1] COMPETITIVE .vECESSITY AND PRICI.vG 9

The legal and economic literature on predatory pricing is
extensive and several excellent summaries have been written. 26

There are three schools of thought concerning predatory pricing:
1. Cost-BasId htdalion Rules. Some writers argue that predation is
rational and that a cost-based "bright-line" predation standard
should be applied to detect predatory behavior.. Professors Phillip
Areeda and Donald Turner wrote theaniole· advancing this school
of thought, which was sUbsequently adopted by many courts.21

Matsushita Elcc. Inaus. Co.• LtG. v. Zcmtb ~o Corp., 475 U.S. 574,
575 (1986).

• .. '[PJredatorY pricing' occurs when a linn sets its prices temporarily be­
low its COllI. witb the hope that the low price will drive a competitor out
of bull-. after whicb the 'predatory' ftrm will raiIe its prices so hip
that it will recoup its temporary loua ancI eam Iddibonal prell, aU
before new ftrms. utneted by the hip prices. enter its market ancI fcm:e
pnces down." Clamp-All Corp. Y. Soil Pipe last•• 851 F.ld 478, 483 (lst
Cir. 198').

• "(L)iabiIity for predatory pricinl must be baed IlpoD proof or priciDa
below c:oa.'. Mel Communicatioaa Corp. v. AT&T. 701 F. 2d tOIl.
tll4 (7tb cu. 1913). em. fUlL. 464 U.s. 891 (1983). .,.u aft., ,.
",.1IIl. 748 F.2d 799 (7tb Cir. 1914).

• "Predacory pricia, OCCUI'I whell a CClCft1IUy that coauoia subltaftcial
market shan lowers its prices to drive out c:ompetitioD so that it Call
cbarp lDClIIIl)IM)ly prices. aDd reap lIIOIMIpOl, pro61a. at a Iarer time.,.
TAn-merica Computer Co., Inc. v. IJuInacioaal Bas. MKh. Corp..
691 F.2d 1377, 13M (9th Cir. 1983'). em. fUlL. 464 U.S. 955 (983).

• PredatorY pricin, elliltl "when a com.,.., fOl'llOll ilion-tenD prelts in
order to Qe¥eIop a m.aritet position such that the COIIlpIDy can Iarer raiIe
prices and recoIll» profits." Richter Concme Corp. v. Hilltop Concrete
Corp.. 691 F.ld a18. 813 (6th Cir. 1912).

S,. ai.rtJ. LiItIeIIr. WllitlN, hwJlllIJ'1 Prici"" F""" A""II'" Til",., tD MtItlIUJIiItI.
61 Naru D.um L by. 1052 (19a6); Hurwitz & ICovIcic. JIItIidtIJ AIItIlym ofp,.
dtIlioft: T1w &rwrriItI Tmttb. 35 V~ND. L. by. 63 (1912); _. P. AuEDA .. H.
HOVINLUIP. AH'I'TnUIT LAw, at ~1! 711.1 ".,. (1916 Supp.) for a sutWf 01 pre­
dation CII&

26. s.. &,.. Bradley & Hay. PmJallW1 hid",: 0Nrtp«t.,~ n.;a
... EWIhIIitIa ofu,.J SIiINIIurU. 66 CoItNELL L. Rn. 731 (1911); Hay• .".
.Ec8llrJMic:I of~ hidll', 51 ANT1TRusr U. 361 (1982); Vawter" ZIlCh. A
CI'iIiaIJ A"'"ofRlftlll F«uraJ Ap,./la" D«isitHu 011~ I'rlc;"'. '1 ANTI­
TRWI' U. 401 (1912); tIIItJ. Calvui &: Lyncb.~ hid,.. VIIIJD 1M RDbi1utItI­
,.... II'" ........ Am: All III/r'OdllCtiOlt, " A~wr U. 315 (1982).

27. ANIda & Tumer,lIIfJ'fI note 12. The way in wbich this tat 11M t.D used in
the ancitrusc c:auns berween 19" and 1986 is summariZled in Liebeier. SIIpra noce 2'.
Averqe variable COIl is detned IS the variable COIl or a semee at a liven output IeYel
divided by tbat OUtput level Baumol points out tbat Profeaor Areeda meut for
avenae variable COIl to indude product-specific ftud COlIS, .....unl tbac the Areeda­
TIlfMr test could use avenae incrementa.! COlt IS the ''wcJrkab6e'' proxy to ilion tIID

maqiaal coat. hrJtJua-JP«iJk fWd costs are the eaatI that lIIust be iDcumd before
ally 0( some penicuJar output or a given product can be 1'fOduced. &ad that die arm
couJd avoid if that product were not proY1ded. but tbac do QOC chaDp witb die ........
tude or that OUt1»Ut. W.J. BAUMOL. SUPIIFAIINEII 116. n. 4 (1916). Tb... Areeda',
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This test considers prices above short-run marginal cost to be law­
ful; those below are considered predatory. Areeda and Turner sug­
gested that ave1'age va1'iable cost be used as a workable proxy for
marginal cost in practice.
2. No Predation Rules. Some argue that predatory pricing is eco­
nomically irrational - a finn would never engage in predatory pric­
ing because such a strategy. simpLy. reduces.a .finn's profits. with
uncertain prospects of, reaptng monopoty profits after rivals have
been driven from the market. Others in this school argue that pre­
dation exists. but does not occur often enough to matter. In both
cases. the conclusion is that no predation rules are needed. This
school of thought is often identified with McGee. Bork. Easter­
brook. and dicta in recent U.S. Supreme Court antitrust decisions. 28

3. Game-ThIOrt!tic Pndation Analyses. Some theoretical economislS
argue that a predation strategy is rational, but hu little or nothing
to do with prices set at levels below marginal COSL These econo­
mists represent a literature that has developed since 1982. This
literature applies the tools of pme theory and the assumptions of
uymmetric information to the analysis of predation Strltegy.29 It
develops arguments that dominant firms can enjoy the same benefits
u in the classical predation model without actually violatinl price
floors sugested by writers like Areeda and Turner. This literature
is not supportive of cost-baed predation rules. However. it does
not suppon having no predation rules at alL Instead. it would sug­
gest that predation itself be redefined to include a variety of strate-

c1ariDcaUon of averqe vanabJe ccsc for BaumoJ does not di1t"er in concept, if at aU.
from the COIl blDcbawk pro1XlMd by Ordover and W"alJia, Ordover 4: W"allig, All
£COMmie D.jiltititJlt 01PmilltUJfL' Prieinl "lid ProtJlI&t 1"lIDWItitJIt. 91 YAU L. J. 8. 21
n. 42 (1911).

28. S. Mc:Oee. l'r«i4tD"Y Price C"'ltilll: n. StlllllitlnJ Oil (N.J.) ClW. I 1. L. 4:
EcoH. 131 (1951); R. BaIlL THE ANTn'aUST PARADOX: A POUCY AT WAil WITH
ITSEU' 154 (1911); Eucerbrook.~ StlaUfia "M Co"'"t.mrau,ia. 48 U.
eHL L. 1Uv. 263 (1911); and. Matsushita £lee. lndua. Co.• Ltd. v. ZcDith Radio
Corp.. 41' U.S• .514 (1916).

29. 0.... theory is a d«UioII fPUlJci", theory which COIIIiden how economic
...IS beha" ..beD (ICed wub a vanetY of behaYioraj options and usociared payotrs.
Tbe role of uyIIIIDetric information in tbe new precWiOlllicerasure involves. for eum­
pie. the tiel tJw the "prey" in a predalory pricilll scenario may m.ake inferences
aboul the "predator's" COIU or about market c:1emaDd based on the predator's pricinl
behavior. In this instance. the predator seeks to misinform tbe prey and contribute to
the ezistiq uymllleU'ic: informauon. poaibly eJiciciq WI or (orestallinl funue eDtry.
This is in COIlttul to the familiar cost-based predation literature in which perfect in-
forawion is implicitly assumed. .

A aood overview is provided by P. Millf'OtD • J. Roberts. As,mm.trlc 1"/0"".­
1_ TMorlG 01 PredtltD"Y Prlcillr. "lid Ill. N• .", OnltodDzy ill Alltimut. paper
pRleDt. at die American Economic: Auoc:1&Iioa MeetiDp. Chicqo. IL (Dec. 1981).
Asymmetric informauon pmes as they rela&e to predauon uWyMI are dacribed in
Milpom 4: llobens. I"jomrtmoll"i Asymnwtrla. StNt••"",tor. tiM llIdlUtrltJi
OfIGIIlZlltitJlt. 77 AM. £CON. R£.... 184. (Papen and Proc:eedinp). (1987).
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gic pricing behaviors. none of which may include setting price
below marginal cost.

Price floors based on incremental cost are relevant. useful
predation safeguards only if one subscribes to the cost-based
school of thought on predation to the letter. This applies to ex­
plicit, price floors (such..as -the- Areeda-Tume,· test) or implicit
price Roors (such.as the net revenue test). Under the other
schools of thought on predation, setting price floors based on
incremental cost to prevent predation is either unnecessary,
since predation is rare and economically irrational, or irrelevant,
since predation can occur regardless of the price-marginal cost
relationship. 30

Is predatory pricing a realistic concern of public utility reg­
ulation in the long distance market? This Article argues that it
is not, because to the extent that it would be a realistic problem.
the existinl antitrust laws were desiped to handle this type of
behavior. 31 Furthermore. pricing below incremental cost (as the
classical model of predation so often cited in regulatory proceed­
inp requires) reduces current profits. For a predation strategy
to be successful. these shon term losses must eventually lead to
increased lona term profits by eliminatina rivals or reducing
their penetration. permitting the predator to charle higher
prices later. The success of this stratelY revolves around the dif­
ficulty of entering this market. If entry is relatively easy (which
is true of the long distance market), predation will not succeed

30. fa filet. eetdUional K8deInic~ oa COIC.-ed predarory pricial
benctua8rkI bII aIIo JU1'POftId tbe~ that price loon • iDqMmeated by the
AnIda-Tur.- _ an of lime or no value. "..aaal,... tbeir c:oadUlioDl alia
apply to cbI _ m.ue tell u • propoeed preduioD safepard. For uample. eeo­
.... pi ti & an 0iUipa and Srnirlock ,..... • related criIiciIal of Ateeda-TurDa'
pndaIiaa-. They aanrined the relacionlhi1» becweea pndacioa aad Cl'OSHUbIidi­
ZIIIDa for tM value mnimizinl firm. i.e.. whicb woWd Nmeize die value 0( ica stock
.... 1'bIJ tbal for • mllltiproduct Inn proclaciIaI p10dI with cli6nDt risk
cUNua aCID ."tejcliution can be bods a value m"iminal SUI&ep aad •
c:bancreriIcic « Ioq-rua COIIIpeCltivc equilibri.... Thus.. lIIuJ1i1JfOduct linn Ny
p" the appIII'IIICe at enppnl In c:roIHUheictiptjon •• IIIIdIad of ftaaac:ial •
predatorT priciD& strateIY without anti<am1*itive iDc.t. GiIIi.... aad Smiriock
come to tile CODdUliaa that CfOSHubsjdipUon doli not COIIItitute primIJ ftl&» evi­
deace at aali-coaq:letiti" bebaVlor. Acc:ordinIlY, price loon do DOl prevat preda­
tica. S. 0iUipa & Smirlock. P,..tiOII alldC~. ill 1M VIII...
Maim.,. Muldprotiwr Finn. SO S. EcoN. J. 37 (1913).

31. s.. e.,. Belen a: Woodbury, R""lGlioIL 0.,."...... tIIId Aluilnut ill 1M
r,l«rJmlPlllllntiDlu l1uJIISl'1, ANTTnUST BULLEnN 39 (SpriaJ 1913).
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because rivals would enter as soon as prices were raised to
recoup the losses from eliminating the previous rivals. J2

Liebeler did a survey of predation cases from 1975 to 1986,
concluding that almost all of the predatory pricing cases to come
before the courts in this period could have been decided summa­
rily for the defendant under the standards set fonh in Matsu­
shita EJec. IndUs. Co. v. Zenith Radio Corp.13 Liebeler argues
that this would have been the case without even considering the
relationship between the alleged predator's price and cost. He
concludes that couns should focus on factors other than the
price-cost relationship to decide cases summarily for defend­
ants. 34 Liebeler's analysis indicates that predatory pricing in the
period from 1975 to 1986 was more a rash of paranoia than a
true binge of predation by American industry, and if so. the wis­
dom of asymmetric regulation based in part on predation con­
cerns should be questioned.

B. Cross-Subsidization

In general. a cross-subsidy exists when the revenues from
one service are used to price another service below its incremen­
tal costs. 35 Professor Gerald Faulhaber. who provided the first

32. Our ana!ysU here does noc dil'w sipdcaDdy from thole praentee1 in
Kasermaa&: Mayo, infra note 106; KaennaaA: Mayo, 1M GItom oj.o-,.",J4,«i
T~I«OlrlmUllM:tUitJlu:All Esmy by ExtJIdm. 6 J. PoL'Y ANALYSIS&: MGMT. 84
(1986); ICaIz A: WilJiI, infra note 106. S. alMl. J. naou. Tn THEOav Of INDUS­
T1UAL OaGANlZAnON 377.79 (1988) for a dacripcioa and critique of tbe "'onl
pune" predatioa sc:eaario often cited in ftJed materiU in repWory 1JfOCIIdiDp.

33. 475 U.S. "4 (1986). Then. the Supreme Coun naIed that predacory priciDl
is quite implausible. The Court focused on the problema of obcaiDiDl a IDODOp)ly
Without incurrinJ lUU'eCOupable losses and the problem of preveatiDl entry durinl the
rec:oupmeat period. Unlike tbe cost-tlaed predation teItI. the Coun emph,siuct the
faaon acber dUIIl the relationsbip between the allepd predator's pric:II aad COICL

34. LiebeIer. JUprtI DOte 2'. S.. alMl. Hurwitz A: ItOftCic. SIIprtI note 2'. at~71.
3'. "IDCiemeutai cost" is defined in tbis paper u the additional COlt to the arm of

a cbanp in the quaatity supplied of. semc:e. It includes a service's variabJe COlts and
any serv1c:e-l1*ific fbed costs associatee1 with the cbup in quaality supplied. but
excludes COllI dinedy annbutable to the production of other .me.. aDd certain
unauributaDle costs whicb ( 1) are incurred in common with other servica supplied by
the linn. and (2) do not vary WIth the level of output, The clolely related concept of
"marpnal cost" refers to the additional COlt of supplyiDa a siqie, infiDilllimally small
additional unit, wheras "incrementa! unit COlt" usually refers to the averqe Iddi­
tiona! cost per unit of a fiDite (and poIIibly Iarp) clwlp in productioa or sal-. s..
Baumol A: Wutoa, Full Costi",. Com/M,itiDll, aM R.",ltuiJr1 Proctia. 82 YALE U.
639 (1973); 1 A. KAHN. THE EcONOMICS OF Il£GuunON 66 (lad. ed. 1988).
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technical definition, defines cross-subsidization for profit-con­
strained, multiproduct firms as the presence of either or both of
the following conditions:J6

A service is subsidized if the revenue from the sale of that sere
vice is less than the aclded cost of supplying that service (liven that
the other services supplied. by the common· capital facility are ale
ready being supplie9)'

A service subsidizes others if the revenue from its sales exceeds
the cost of supplying the service in isolation. i. e., without supplying
any odier services.

When service prices fall outside these two conditions, Faul­
haber defines the service as "subsidy-free."n The Faulhaber test
uses prices based on incremental cost as a floor, and prices based
on the stand-alone cost3• as the ceiling, although the full techni­
cal requirements of his test of cross-subsidization are by no
means this simple.

It is often contended that regulated multiproduct firms have
an incentive to cross-subsidize so as to finance a predation strate
egy. These contentions are rooted in the time-honored analysis
of Averch and Johnson. who provided a rigorous economic anal­
ysis of the behavior of the firm regulated by rate-of-retum.39

36. Faulhaber. supra nace 12. These coaditioas pertain to smale serv1ceI aDd to
all poaable poupiDp of services.

37. FauJbaber deIaeIa collection of prices U teetuUc:a1ly 5Mb8id,./,.. wIleD none
of the individual pricII an biIber thaa tbey woukl be if tile producu were produced
separare1y. ("lCtile ,"",iliaD of Uly commodity (or poap of COIIIIIlOdities) by a mul­
ticommodity ea"""lUbja to a pdt c:oasuaiDt IadI to prica for the other com·
modities no hiIbIr dIID dIey wouJd pay by themIelvea, tt.a me price sU'UCtllft is
subsitJ,./,..., Feg' supra nace 12. at 966. For. diIc... of FaaJhaber's eri·
tena, Ift,..,.o, T " Peters. C"""..s..",.... ill ,.. T,Jq/ItJM Nnworic. 21
WIUAIdTI'B L Rav. 199. 205·10 (1985).

31. 1be ............. CC*" (SAO of • service (or poap of serW:es) is the CClIt
t.... woukl be iacurred by Ul dlcientIn~teDtraIlt to me nwUt in tbe provi­
sioa ol tbaI .... (or paup ol semc:es). For eum,*, if. 8nD provided three sen·
ia&. X. Y.'" Z. tile SAC ol producu X aDd Y is deIDed. me toW COIl tbat would
be incumd by Ul *-at iDdqJendent supplier tJw produced X aDd Y. but no other
semca ID tbiI cae. eDlI'Y by • linn producilll just m.e twO serW:es wiU be induced
onl, if the~ coatributed by these two semc:es esceed their joint SAC AD­
other InterpreWiaa ol SAC is the COlts whicb would result if me incumbeIlt COIDJlUY
I t.self were to produce me semc:e or services in isolation. in tbiI eumple. fofJOiDl
productIOn of Z.

It is commonly beAd tbaI. becaUle of the vllt amy ol teAecoaunuaicatioal sen·
ices that use COIIUDGII facilia.. • SAC test wouJd be far too cum....U • pracUcaI
tool for tbe repalatioIl ol modem telIcommWlicatioas inns.

39. Avercb.t JoJuIIaa. IHIttnior of IJw Fi11'/l U"., R.,..", CtnutnWU. 52
AM. EcON. RJ,v. 1051 (1961).
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They concluded that under such conditions there is incentive for
regulated firms to overinvest in capital and thus pad costs.

Regulated firms would have an incentive to enter other reg­
ulated markets if the regulatory agency based its "fair rate of
return" criterion on the finn's overall rate base for all such mar­
kets takm together:"'Irrother words~-expanding into other mar­
kets may enable the firm to inftate its rate base to satisfy the
constraint on maximum rate-of-retum, and permit it to earn a
greater total constrained profit than would have been possible
without entering other markets.40

Averch and Johnson also discussed in their article the sce­
nario in which the regulated firm also operates in oligopolistic
unregulated markets. ~ I They contended that the regulated firm
could "afford" to take (long-run) losses in such markets, while
competing firms could not. In this way, the regulated firm may
succeed in driving out lower cost rivals or in forestalling entry of
new rivals. as the loss it takes in unregulated markets could ex­
ceed the di1rerence between its costs and the lower costs of other,
competing firms. 41

The Averch and Johnson cross-subsidization scenario, how­
ever, is premised on two fundamental assumptions which do not
apply to the telecommunications industry.4) First, their scenario
assumes that the regulated company's allowed rate-of-retum ex­
ceeds the true cost of capital to the firm.44 Thus, the potential
flow of profit to the rate-of-retum regulated firm retlects the dif­
ference between the allowed rate.-of-retum and the true cost of
capital. Consequently, the firm has the incentive to increase its
capital stock. even if such actions are not otherwise profitable or
eftlcient. Extra returns would be earned if unwittingly included
by the rqulators in the inefficient allowed rate-of-return. The
more capital the firm purchases, the greater the added returns it
is allowed to accrue.

Second, the regulated firm could use its additional return on

40. [d. at 1~7-58.

41. [d.
42. [d. at 10,..
43. The foUowiftl discussion is baed on J. Ordover A: G. SaIoMr. PredatioD. MOo

nopHizatioa. and Antiuusc (Domestic Studies Proanm. Hoover' Insacution. Wol'kiD,
Paper E·87.17) 49-52 (1987).

44. Aven:h A: Johnson. SUpffl note 39, at 1059.
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capital as a financial "war chest" to wage a cross-subsidization
and predatory pricing campaign against equally efficient (or
lower cost) rivals. The "war chest" can only be amassed on the
assumption that the regulated firm earns the allowed rate-of-re­
tum at all times. The firm can engage in exclusionary anti-com­
petitive behavior indefinitely. It finances its losses in competitive
markets with inefticiently high prices in other markets in which
it does not face competition. In this way, predatory activity by
an inefficiently regulated firm can take' place with no need to
recoup short-run losses later on. after all rivals have exited the
market.ol5 .

Hence. the assertion (based on the Averch-Johnson model)
that regulated firms that offer both competitive and monopoly
services have the ability to cross-subsidize and be predatory at
will, and profit from the strategy, is firmly grounded in at least
two assumptions: (1) the allowed rate-of-~ exceeds the mar­
ket rate-of-return, and (2) the regulated firm earns the allowed
rate-of-retum at all times.

These assumptions are not true in the telecommunications
industry. Telephone companies are not allowed to earn rates-of­
return that exceed the market cost of capital;" nor do the com­
panies' rates-of-retum always stay at or above the allowed rates­
of-return. Thus. it is not a foregone conclusion that a telephone
company either could or would enpge in cross-subsidization as
a means of predatory pricing via the oft-eited Averch-Johnson

4'. The ICIIIario dllcribld has been IabeUId the 10llJ purse sceurio. The lonl
pune sceaario for predatory pricin. holds tbal the pndaIor's primary meau of indue·
illl ait c..-.01"'" • price war thai idicD...OIl the rival uti! its reIOW'CeI
an uJI........ 1biI sceaario IIIIUDa thai the rival', ability to raiIe equity and debt
fIaacia..... limited and dw limit is kDOWft co the porential predator (who is pre­
..... 10 baw ptUer reIOUn:II). It also aaumes the rivallrm mUit iDcur some bed
CCIII to ftIIIIaiD in openaioD. By drivin. tbe awUt UDit price below the rival's aver·
All YUiIIIlIe COllI (wbicb woWd result in • log at ... AI &arae u the rival's ftud
CGIIa). tile pndaIGr ah...... the rivaJ's reserves and drives it out of the marUt. Thia
scenario wu Int modeled by Telser and is used frequeady by puUc:iplllts in rep1a­
tory proccediJlP AI 1ft IDeCdot&Itechnical delnitioft ol ..predatory priciD.... Ordover
&: Saloner. sup'" noce 43. at 18·19; Te\ser. Cutthroat Compnitioll tlMth* 1.0", Pu,.,

'9 J, L. It ECON. 2'9 (1966). Sa tllso. J. TlaOLL SlIp'" ooce 32. at 377.79.
46. In fact. even the mere consideration of whether the aJJowed race-of·retam

exceedl the market rate-of·retum is probably IIlOOl. It has loft. t.D recopized that
aa:ouncinl rates-of-retum are not usefuJ for inferrin. monopoJy profits. Sa F'1Iher &
McGowan, Ott tlt* Mau. of.14«0111111111 RtIla ofR*tr",. to 111/*' MOIIopoiy hojiu, 73
AM. EcON. REV. 82 (1913).



16 FEDERAL COJfMU,V/CA TIONS UW JOURNAL [Vol. 42

scenario.47

George Sweeney has some surpnsmg insights into cross­
subsidization and the related problem of predation.48 Sweeney's
scenario describes a situation comparable to that of AT&T and
the BOes. He considers a firm that is partially regulated (i. e. ,
some product5~·arei'egulated. 'some-are' not)-by an agency that
requires as a limitation that revenues from each product in the
regulated product line cover no more than its respective allo­
cated cost.

Sweeney's study dispels the concern that such a firm will
price too low in its unregulated competitive market. His analy­
sis has two important results: (1) a firm selling under such a
limitation would choose inefficient prices, in the sense that its
prices in one or both markets could be lowered to improve eco­
nomic welfare without decreasing the firm's profits, and (2) the
prices the firm chooses to set for its unregulated products are
higher than those it would have chosen as'an entirely unregu­
lated profit-maximizing finn.·9 By removing this limitation,
prices could be permitted to be lowered, without decreasing the

47. S,. Albery cI: Sievers. Th. A'M'f:Ir.JoItlUiDll-W.Ubz Mod.J alUi tJr. r.I«ommu­
'!tcat/olU l"dUll", 40 FED. COMM. LJ. 157, 164 (1988).

Economist Raben CraDdall~ botb of these uauml'tions. He sugesu
that the risk of" 'foolial the regulacon' by shiftinllOlDe of the cosu of service in a
new Market to a replued market." is a major reuon for restrictin. regulated compa­
nies solely to their limitecl lines of buam-. If rqulaton caD indeed be fooled. thea
why mUll a repJatecl 8nD enter IIJlfeIUJated product or service markets in order to
fool them? Otber mechanisms are available if this is • true objective of the replatcd
firm. e.". muipaJalioa of vanous accountiq coaveDUoas. ''Sec:oad. how does one
know that the replatory constraint is aetUal1y bindiq11t is IUWDcd that unrepJatecl
pnces mUll be biIber tJwa repJatcd pric:eI, but thillllUlllpcion wiD always be ques­
tloned." nird. even if a monopolist is succesafuJ ill ''fooliq the regulators." the fee

sultin. cre. IUblidiel may not greatly af'ect comJ*itioa in tM Uftt'eIUlatcd markeu.
For these C1'OIHublidies to dect the repJatcd lirm's prices in lIJlI'qUlatecl markets
(or tbclIe subject to reducec1 rqulation m the form ofcustomer speciic of'erinp). they
must af'ect iJlc:remalca1 production cosu in tbe unrepJatcd lIW'keu. Yet this out­
come may DOC occur. "The subsidies may be exhausted ill the production of in­
framarginaJ uaits, or tbey may be unrelatecl to COIU that vary witb output." CrandalL
The Role 0/ tlt~ u.s. LoctIJ Operatlnf Compallia. i" CHANGING THE RULES: TECH­
-'OLOOICAL CHANGE. INTEaNATIONAL COMPETmOH, AND R£oULAnON IN Cow­
~UNICAnONS 12~ (R. Crandall cI: K. Aamm cds. 1989).

~8. S,. Sweeney, W~lfan Imp/icaliolU 0/Fully Dismintl«i Cost hiei", Appli«i to
PaniaJly R~l4t. Fi1'1f'U. 13 BEll J. EcON. '2'. ~26 (1982). Sft (IUD S. Buo cI: J.
TSCHlaHAaT. NATtJRAJ. MONOPOLY REOULAnON: PalHClPLES AND PllAcnCE,
44~-49 (1988).

49. Id.
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regulated finn's profit. 50

Regulation has made long distance prices artificially high,
meaning that such prices are high enough to attract entrants
that can charge lower prices. yet break even and remain in the
market. Paradoxically, regulation is not solving cross-subsidiza­
tion; it is making it unreasonably hard· for the firm to compete.
From an economi£ standpoint, the prices resulting from Tariff
No. J5 offerings enable AT&T to compete with such entrants in
an economically efficient manner, setting prices that are lower,
but still subsidy-free.

AT&T is now a partially regulated firm subject to price ceil­
ings for the regulated products. Such a scenario has been given
rigorous analysis by economists Braeutigam and Panzar." Their
analysis considers a hypothetical firm that offers just two prod­
ucts, one a "core" product. the other a competitive product.
Costs consist of common costs plus the cos.ts that are directly
attributable to each product. The firm is regulated via a price
constraint for the core servi~ but may offer the competitive ser­
vice unencumbered by any regulatory policy tools. The level of
the price cap is treated exogenously by the firm (i.e., the firm
cannot influence the level of the price cap via its own economic
actions). The firm so regulated thus attempts to maximize prof­
its subject to the cap on the price of the core service.

The mathematical properties of this model indicate that
cross-subsidiution and predation are not optimal strategies
under this form of regulation. rlJ'St, the firm has no incentives
to misreport costs and to choose an ineftlcient technology be­
cause cost allocations are not required under this replatory
scheme. Second. the firm will have the same incentive to under­
take cost reducing innovation as the unregulated firm. Thircl.
the firm will produce in the competitive market up to the point
at which marpw cost equals price, since that will maximize
profits (and the choice of output in the competitive market has
no effect on the price ceiling constraint).n Further. "costs" are

50. Id.
51. R.R. Bneuripm II: J.C. Panzar. OiNmficaliJ»t InU1U'YG Un., "Pri~

B4Mi" and ·'CtJll·B4Mi" R""Ult'on (Dec. \911) (paper presented at the Rucpn
University Advanced Workshop in RcpJation and Pubtic Utility Economics Second
AMuai Wescem Conference. Monterey. Cal. (July 5. 1919».

52. [d. at 2'.
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not changed by the relative output levels produced in the core
and competitive markets, as they would be in Sweeney's model.

The working contestability of the long distance market in
the market segment of high-use customers has important impli­
cations for cross-subsidies. Baumol. Panzar. and Willig define
prices. to be subsidy...free_if;. (1) the prices.cover the costs of pro­
duction, or (2). the revenues collected at such prices from the sale
of any subset of services are less than the cost of producing the
same quantity of those products independently.'3 Wherever a
cross-subsidy is present, a market entrant can produce a subset
of the services. charge lower prices. and still break even. If a
market is workably contestable. cross-subsidy cannot endure
and regulatory safeguards are not needed.

Faulhaber's definition of cross-subsidization requires that
some products (or groups of products) be priced at less than
what it costs to supply them. The source of these subsidies is the
revenue from products that are priced -high enough to cover
their own costs. and yield additional revenue for the subsidies.
Accordingly, additional profits do not automatically result from
cross-subsidization. Cross-subsidization may reduce the seller's
profits when incremental revenues from a given subset of serv­
ices do not cover incremental cost.

Moreover, when a seller cross-subsidizes cenain customers.
he must fund the cross-subsidies from revenues from other cus­
tomen by charging them higher prices. If profits are highest
from charging these other customen higher prices, the seller
would want to do so anyway, regardless of the need for funding
a cross-subsidy. If profits would be greater at a lower price, then
the cross-subsidization may do nothing more than reduce profits
from these other customers as well. Faced with such a situation.
a dominant carrier would have little profit motivation to cross­
subsidize.

C Cost Guidelines for Price Floors

Professor William Baumol discusses guidelines for price
floors as a possible solution to the problems of cross-subsidiza-

'3. w. BAUMOL, J. PANZA•• .t: R. WILUQ. CoNTUrA8U MARKETS AND THE
THEORY Of INDUSTlty STJtUCTtJII.E. 3'1·'6 (1982). Note dw contestaDility requires
that all producers have access to the same technoJosy.
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tion and predation. He discusses two related guidelines: (1) the
gross incremental test and (2) the net incremental cost test based
on Faulhaber's work. 54

The gross incremental costs of a service are defined as the
excess of total costs at current output levels over the total costs
that would be incurred if the service were no longer produced,
but other existing services were produced at the current levels of
output. Under the gross incremental cost test, a service does not
receive a subsidy when its unit price is greater than or equal to
its average gross incremental cost per unit. In other words, a
service does not receive a subsidy under the gross incremental
cost test when its total revenues exceed its gross incremental
costs. The reasoning behind this test is that the revenues cori­
tributed by purchasers of a service must at least cover the costs
caused by such customen' demands.5'

The net incremental costs of a service_ are defined as the
excess of total costs at current output levels over total costs that
would be incurred if the service was no longer produced, includ­
ing the effects on the demand for other services. The net incre­
mental cost acknowledges cross-elastic effects between a given
service and other servi~ produced by the firm.

Under the net incremental cost test, a service does not re­
ceive a subsidy if its total revenues are greater than its net incre­
mental costs.56 The net incremental cost test is used as the basis
for discounted cash flow analysis commonly employed to evalu­
ate a new investment or new addition to a product line." Thus,
the net incremental cost test is arguably a restatement of the
common business practice of ensuring that the total revenues of
a new project are sufticient to cover the total costs caused by the
project. In order to be undertaken. a project must generate a
positive net present value.

~. w.•umol. Milti",,,," anti MQJC,mum Pricill' hillCipia /0, Raidruli R""i4.
llDll. S EAs1'UIf £coN. J.• Jan.·Apr. 1979. at 23S....

S5. Itt at 184; W. Sharkey. ECOIIomic alld Gel",. T1r.ormc Im.a ASS«iaI. willt
C4ft Ailtx:tultM ;11 " r.i«»m",ullicallolU N*rworlc. in COST' ALLOCAnON: METHODS.
PRINCIPLES. Am.tCATlONS ISS. 160 (H.P. YOIIDI eel 19as).

'6. The Net Incremental Cost test is described in Bawnol. SlAP'" note ~. at 113­
87; FauJhaber. SlAPI'G note 1~ E. ZAJAC. FAIRNESS OR EmctEHCY: AN INTRODUC­
nON TO PuBLIC UTtUTY PalCING 81-19 (1971).

". 5.. J. McOUIGAN • R. MoYEa. MANAGERIAL EcONOMICS 4SOon (3d eeL
1983).



:0 FEDERAL COJHfUSICATlO:VS LAW JOURNAL [Vol. 42

Faulhaber suggests an amendment to the net incremental
cost test. He argues that the basic net incremental cost test out­
lined is insufficient as a test of compensatory pricing. Instead, to
ensure that prices are compensatory and not cross-subsidized.
Faulhaber would require that each and every service offered by
the company,taken separatelyand 'in all' possible combinations,
must satisfy the condition that net incremental revenue equal or
exceed net incremental cost. 51

For example, suppose a small telephone company offers just
two services, local service and local data transport. The same
basic network is required to provide each service. Since the ba­
sic network must be built if any service is to be provided, the
incremental network construction cost of each service, given the
other, is zero.

If these two services each were to contribute revenue just
sufficient to pay for their own individual incremental costs, no
revenues woll1d be available for the recovery of the costs of the
network. In this sense, such rates are not compensatory. To be
compensatoryt the incremental revenue ofeach service and every
combination of services must contribute net incremental reve­
nues which equal or exceed their corresponding net incremental
costs. 59 In this case. without the condition that every combina­
tion of services yield revenues at least equal to their combined
net incremental cost, the prices that would have passed a gross
incremental cost test could fail to recover total costs of the
network.

This example illustrates the desirability of using a net incre­
mental cost guideline rather than a gross incremental cost guide­
line. The FCCs net revenue test is a practical application of the
net incremental cost guideline and is discussed in the next
section.

D. The FCC's Net Revenue Test

In OCP Guidelines, the FCC proposed general guidelines
for the ftexible pricing of message toll services (MTS).6O These
guidelines applied to the otfering of MTS price reductions as

58. FauJhaber. SUpffl note 12. at 969·72; 1ft {IUD. BaumoJ. SIJ(1ffI note , .., at 186.
'9. Faulhaber. supra note 12. at 966: BaumoL supra note '., at 186-87.
60. OCP GuidelillG. supra note 8.
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part of an optional calling plan (OCP). The FCC defined an
OCP as a "supplemental or additional MTS offering which al­
lows customers to purchase MTS under an alternative, non­
traditional pricing mechanism."61 For example, an OCP could
offer MTS on a distance-insensitive basis or in bulk at a reduced
rate, but could not alter. the rate.stroctureof the underlying ba­
sic MTS service. The MTS would'still be offered at the original
regulated rate; only the optional services would be affected.

These guidelines were established to prevent anti-eompeti­
tive behavior while aJlowing dominant carriers increased pricing
tlexibility. Thus, the FCC attempted to strike a balance between
the competitive dangers of "predatory" pricing by dominant
firms, and the danger of stimulating economically inefficient en­
try by maintaining an artificially high pricing "umbrellau (which
serves to protect inefficient competitors and in1Iate prices to con­
sumers). The FCC specifically identified the process in which a
dominant carrier deliberately sacrifices near-term revenues to
drive competitors out of the market and recoups its losses later
through higher long-term prices and profits earned in the ab­
sence of competition, as well as a similar practice termed "pric­
ing without regard to cost."61

Under the FCC's net revenue test, a carrier must demon­
strate that when it offers price discounts on MTS using an OCP
it increases its net revenues (gross revenues minus costs). This
test ensures that a price reduction in the form of an OCP is not a
method for setting prices below costs for anti-eompetitive pur­
poses. The net revenue test thereby addresses whether the rates
proposed by a dominant carrier were so low as to be predatory.
If the additional revenues from an OCP exceed the additional
costs it causes, the discount passes the net revenue test.

61. Id. at , l.
62. Id. at ~ 2. s.criIcinl sbon run profta to drive out compltiton or exclude

new eftU'UtI is tbe cJuaic:al model of predatory pncin.. S. SUP'" SectioIl llA (dis­
cussion of pndalory pric1D1). Prictn. wtthoat reprd to COlt. however. is a coac:ept
that c:toes not nec:euariJy require pnces set below COlD. It simply involves Pricinl with
predator, lncene. wbether tbese prices are below COllI or nOL S. w, BaocK tl D.
EVANS. hed41i1Ht: A Criliqu.oftJr~ GoN".trW..r" CAM i.. US •. ATclT, in BUAltlNQ
UP BELL: EssAvs ON INOUS'nIAL ORGANIZATION AND REc;UUTION. '1·53 (D.S.
Evans eel 1913); R. NoD .t B. Owen. T1r~ .....tit:o".,.firi,. UJG of RIflIIiuitm· U..ifllti
Sttlra •. ATciT. in THE ANTtnuST IUVOLUTtON, 309-312 (J.E. K.woka a: U.
White eds. 1919).
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1. The Net Revenue Test and Cost Guidelines

Faulhaber's criteria") require that every possible combina­
tion of services produces revenues that equal or exceed their reo
spective incremental costs. The net revenue test is an
approximation of Faulhaber's test. The test outlined in the OCP
Guidelines meets some of these conditions, but not all of them.
All the OCP Guidelines requires is that the incremental revenues
of a service category (due. for example, to a pricing change) ex­
ceed the corresponding incremental costs of that category.64

2. Conditions of the Net Revenue Test

The FCC imposed the following eight refinements on the
net revenue test which was to be applied to the OCP offerings of
dominant carriers:

1. The projected increase in net revenues is to be measured on a
present value basis. ~

2. A proposed supplemental or optional MTS calling plan is re­
quired to increase the filing carriers net revenues for switched serv­
ices, i.e.• total switched services revenues less total cost of providing
switched services offerings. including access charges. The FCC ex­
plained that the carrier was to realize mon revenue from the otfer­
ing, not merely more than it would have realized had it not otfered
the OCP. Even so. the FCC stipulated that a carrier can still meet
the net revenue test if its OCP produces revenues exceeding what
would have been realized without an OCP. yet not leading to an
actual increase in revenues~, se. In this case, the carrier was ex­
pected to submit reliable documentation of the projected financial
outcomes to be considered in reviewing the OCP.
3. Proposed OCPs are required to be projected to increase net reve­
nues within 12 months after the etfective date of any access tariff
revisions which reftect the expected stimulation due to the OCP.
4. If a panicuiar element of an OCP is to be otfered separately and
there is a risk of anti-eompetitive behavior, the FCC requires the
carrier to show that the element is to be priced in a manner consis­
tent with the net revenue standard.
S. To deter cross-subsidization. a carrier is required to demonstrate
a net increase in switched services revenues rather than an increase
in revenues for the firm as a whole or an increase in net MTS reve­
nues (which the FCC deemed to be too narrow a category for the
relevant incremental comparison of costs and revenues).

63. Sa supra note 56 and accompanylnl text.
64. [d.
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6. A dominant carrier is required to provide and explain the as­
sumptions and estimates filed with a proposed OCP.
1. To ensure that OCPs would increase net revenues and thereby
help prevent their cross-subSidization with revenues from other
services. the dominant carner IS also required to explain how costs
were allocated to an OCP. Reallocations of costs that depaned
from the FCC rules' or order5" were to be explained and justified.
8. Quanerly financial repons comparing the actual operating results
of an OCP willi the projections were required. Data for the fint
three quanen of an OCP were to be filed one year after the OCP
becalne effective.6'

3. The Net Revenue Test in Practice

Beside being applied to OCPS,66 the net revenue test has
been utilized in other dockets as a proxy for marginal cost pric­
ing. For example, in Decreased Regulation, the net revenue test
was proposed by several commenton as a means of fostering
pricing ftexibility without giving up safeguards against anticom­
petitive pricing practices.67 This test was suuested in lieu of the
more familiar fully distributed cost (FDC) methods used so
often in telecommunications regulation. In Price Cap Regula­
tion, the FCC suaested the use of the net revenue test as a
means of pricing new and restructured services." Funher, this
test was proposed by AT&T in Tariff No. 12 as a means of en­
suring the lack of cross-subsidies and predatory intent for cus­
tom networks offered under bid on an individual case basis.69

E. Economic EWlJuation of the Net ReNnue Test

In generaL allowing a carrier the pricing flexibility inherent
in individual customer otferings produces benefits for all of that
carrier's customen if two conditions are met:

SiDlle customer oft'erinp are used to obtain or retain business
that the carrier would not normally obtain or retain at the standard
tarif'ed rate.

65. OCP GlliM/itlG. sup", nOle Ii. al fl· 49-55.
66. SM. I.,.. Pro America OpuonaJ C&11ia, Plu Tarift Memorandum 0piDi0n A

Order. 103 F.C.C.2d 134 (1915).
67. Decreased RqujaUOll of Cenain Buic Telecommunications Senic:es. Notice

of Propoeeci Rul.....kiq. 2 FCC Red 645 (1911) (bereiDafter lJ«mu«i Rrpl4ti1M].
68. Policy and Rules Conceminl Rales for Dominanl Carriers. Further Notice of

Pf'OI)OIed RuJemaJUft.. J FCC Red. 3195 (1981) (hereinafter hie. CQp Rrpilltiott].
69. ATAT Communicuions Tariff' No. 12.64 R.R.2d 611 (1981); ATAT Com­

munications Tarift' Nos. 10 et 12. 2 FCC Red 7389. 64 R.R.2d 149 (1988).
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The additional business generated by offering prices lower than
tantred rates contnbutes to covenng the carner's overhead costs.·o

If these conditions are satisfied. ail of a carrier's customers
are better off because the additional business being generated not
only pays for the additional costs it causes. but also permits a
carrier's overhead ..costs to be recovered. from. a larger base of
customers. thus permitting a carrier to charge all of its custom­
ers.lower prices. 11

The net revenue test is quite similar to the economically rel­
evant incremental comparison of revenues and costs for apprais­
ing a particular pricing decision. The net revenue test requires
that additional revenues generated by a particular economic de­
cision exceed the corresponding additional costs. The test is
analogous to methods employed by unregulated competitive
firms when they perform discounted cash ftow analyses to evalu­
ate prospective economic decisions. It may differ from such
analyses. however, because the FCC expects largely ad hoc cost
allocations12 to be performed in this test. Such allocations are
not necessary in a purely incremental analysis. 7J However, the
test is superior to the fully distributed cost (FOC) methods
which the FCC has employed in the past because FOe methods
in general make no comparison between incremental revenues
and costs; hence they cannot be expected to prevent cross-subsi­
dies or predatory pricing.14

1. The Net Revenue Test and Cross-Subsidization

Although the conditions of the net revenue test are not as
extensive as those in Faulhaber's net incremental cost test, they
are probably sufficient to prevent cross-subsidization in a practi­
cal sense. The strict conditions for cross-subsidy prevention de­
tined by Faulhaber require explicit and precise knowledge about

70. SM C. Monson. Pricing F1~xib;litya"ti ,1" Public 1t""'D1. PUB. UTIL. FOIlT.•
AUI. J. 1989. at 18.

7t. Iii.
72. SM. I.,.. i,,/ffl text ac:companyina note 87.
73. Note that carrim may deviate from the cost allocation methods nonnally

employed in filings to the FCC when performing the net revenue test. but must defend
the reason for doinl it. OCP Guid.Ji"a. SUpffl note 8. ~ ~4.

74. One shortcoming of rhe net revenue rest, however. is rhat it implicitly assumes
that current prices are appropnate u a starting point for the analysis. For example. it
is possible for an economIcally efficient pnee change to fail the net revenue test Just
because initial prices are too high.
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products and services that most finns. regulated or not. might
not have. The net revenue test is at least as stringent as the con­
ditions used by many unregulated competitive firms in this re­
gard. The Faulhaber test requires specific data that both
regulated and unregulated firms are unlikely to have at their
disposal.

Yet the netsevenue test may still require a great deal of
information that is difficult to obtain or estimate. For example,
extensive data concerning subjective judgments on key inputs
(e.g., the price elasticity of demand. cross-elasticities. discount
rates. etc.) may be required to execute the test. Most large cor­
porations do not have data on variable costs from their cost ac­
counting systems.75 Those that have such data do not
necessarily have data on the proper functional relationship be­
tween variable costs and output levels. '6 After all. marginal cost
is the rate of change of variable costs. Yet these requirements in
many ways are no less imposing than the informational require­
ments of the discounted cash ftow analyses performed by a large
number of multiproduct firms. The relative simplicity of FDC­
based methods does not make them more attractive or superior
to the net revenue test, since FDC methods do not contain any
meaningful economic content.

An interesting criticism of net revenue test methods is
raised by Baseman.71 In the context of cross-subsidies between
regulated and nonregulated activities. aueman points out that it
is difficult to determine if a nonregulated service is being subsi­
dized by comparing the price charged for that service with the
carrier's incremental cost of providing it. The carrier could have
chosen a technology that is ineftlcient for the entire array of serv-

7'. AccouDwau CoopIr and Kaplan contend that ill c:orpxale ICCOUDUq sys­
tema. the reportinJ of variable COSts is very often the ucepIioD ruher thaD the rWe.
For this ...... it is DOl a1 aU un&llU&l for tellS requiriq variable COICI. sa u me
Areeda-Turner test or the net re'Yenue taL to be quite burdeaIome for larp mul­
tiproduct firms. Sft Cool- It Kaplan. How Cou ACCOIIIIlUt, Syne1Pllltialll, DiSIIWU
hodllct Cosu. in ACCOUNTING AND MANAG£MI.NT: FIELD STUDY PEltSPECTlVES
204. 212-13 (W. Bnms. Jr. It R. Kaplan eda. 1987).

76. /d.
77. K. Buemln, O/»,. Entry alUl CfOSJ..s..btiIliZIuiM ill R.",uu.J Marau. ill

STUDIES IN Puauc IlEGUUnON 329·360 (G. Fromm eel. 1911). u cited in CrandalL
TIre Role 0/ tM u.s. LooJJ O/»fGtlll, Omt".,.,a. in CHANGINO THE RULES: TECH­
NOl.OGICAL CHANGE. INTERNATIONAL Cow'ET1T1DN. AlCD REc:;uunON IN eow­
MUNICAnONS 131 (R.W. Crandall It K.. Flamm eda. 1919).
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ices but provides the nonregulated service at a low incremental
cost. This eventuality. however, seems quite unlikely for the
telecommunications industry, since most of the network was
planned and developed before network engineers or product
managers knew which serV1ces would be deregulated or subject
to reduced regulation:':&

2. The Net Revenue Test and Predatory Pricing

The net revenue test can reasonably be expected to prevent
predatory pricing because it emulates the cost test used in many
couns. The bright-line for predation used by most antitrust
couns is the Areeda-Turner test. 79 This test considers prices
above short-run marginal cost to be lawful; those below are con­
sidered predatory. If a set of prices will pass a net revenue test,
then it will probably pass the Areeda-Turner test. Given this,
the net revenue test can serve as a predatQry pricing safeguard if
one is willing to acknowledge the validity of the cost-based tests
of predation like the Areeda-Turner test. so If a carrier's rates
pass the net revenue test, which requires that revenues from a
service at least cover the incremental cost of providing the ser­
vice, then that carrier's prices will not be so low as to eliminate
its rivals anticompetitively, using the Areeda-Tumer test as the
cost benchmark.

It should be pointed out, however, that the Areeda-Tumer
test itself has been assailed as being a poor benchmark. 11 The
numerous academic opponents of the Areeda-Turner test would
deem the net revenue test a suitable safeguard for cross-subsi­
dies, but irrelevant as a predation safeguard.

If one subscribes to the "no rule" school of thought or the

18. /d.
79. Areeda a: Turner. supra note 12.
SO. The literature hu ~roduced several of these. SH p1tmzJly R. POSNER. ANn·

nuST LAW: AN EcONOMIC PERSPECT1~ 184-196 (1976); loskowok Klevorick. A
Ff'Qm~ fo' AlUliyzing Predatory Pricing Polky. 89 YALE LJ. 213. 242·" (1979);
Baumol. QruUl-hmttJ"l"cl of Price Reductions: A Policy fiN ~"tiD" ofhwialO'1
Pricing, 89 YALE L.J. 1. S (1979): Ordover ok Willjg. Alt Economic Defi1titio1t of!'rwio·
110": Pricing and Product I""ovallo". 91 YALE LJ. 8 (1981); Zerbe.t Cooper. A"
Empirlcai and TIt«JnllCllI Companscn of Aitenult'''' PndtztiDn Rula. 61 TEX. L.
REV. 655 (1982).

81. For a survey of these. see Larson .t Sievers, On thl /"Iff'«ti.,.nGJ of Price
Floon i" Tei«:ommunicatioIU ReguiatiD" , 25 WILLAMETTE L. bv. 89 (1989); SH

aisIJ H. HOVENKAMP. ECONOMICS AND FEDERAL ANTTTRUsr LAW 115-179 (1985).
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"game-theoretic" approach discussed briefty above. then one
considers implicit price floors of any kind useless policy tools.
In this case, the Areeda-Turner test for predatory pricing is con­
sidered wonhless. hence the net revenue test (which emulates
the Areeda-Turner test) would also be considered of no value.
However•. this.does not really make .the net· revenue test a poor
predation safeguar~.

The "no rule" school of thought says that predation does
not happen anyway, making the net revenue test or any other
price floor an unneeded safeguard. The "game-theoretic" analy­
ses of predation conclude that no cost-based test can necessarily
prevent predatory pricing if the "predator" firms are better in­
formed than the "prey" and use this informational asymmetry to
their strategic advantage. This approach would then conclude
that the net revenue test. Areeda-Turner test. or any other cost­
based approach is irrelevant to serving as a safeguard to
predation. ~

The net revenue test as a predation safeguard assumes that
the price-eost relationship of the dominant firm is the only im­
ponant determinant of whether a predation strategy could real­
istically be carried out successfully. Like the Areeda-Turner test
it emulates. it cannot address market structural issues, such as
market shares of capacity or barriers to entry. Yet an examina­
tion of such structural issues may preclude the need to examine
the price-eost relationship, for if such necessary ingredients for a
successful predation strategy are not present. e.g., entry barriers,
the price-eost relationship is irrelevant.

The preoccupation with the relationship between price and
cost in post-197~ cases derives in part from academic literature
discussing the Areeda-Turner test. Many courts focused exclu­
sively on the price-eost relationship, slighting other factors on
which a legitimate inference of predatory pricing depends.11 Ab­
sent such additional factors. no inference of predation could be
drawn even if prices were below the lowest appropriate measure
of cost. These factors can include rigorously defined markets. a
dangerous probability of success in the attempt to monopolize.
and the ability to maintain higher prices long enough to recoup

82. FOI'. discuslion of these cases. se~ Liebeler. S"'P'" nace 2'.
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predatory losses, due to entry barriers. 83

What this means is that the net revenue test may be unnec­
essary, even though it is an economically sound comparison of
incremental revenues and costs. The necessary ingredients for a
successful predation strategy may not be present, so an examina­
tion of the p..rice-cost relationship,via the_net revenue test may
yield no benefits. The net' revenue test cannot offer safeguards to
a problem that does not exist in the first place. It can, however,
impose costs on the firms required to perform it. Thus, a fuller
picture of the market and the ingredients of predatory pricing
may preclude the need to perform a net revenue test if predatory
pricing is the primary concern when granting the ability to make
customer-specmc offerings.

J. The Net Revenue Test vs. Fully Distributed Costs

Commonly proposed alternatives to incremental cost meth­
ods like the net revenue test are fully distributed cost methods.
An FOC method is a means of assigning costs to services or
service categories of regulated firms. 14 With some exceptions, a
given service is directly assigned costs which can unambiguously
be attributed to it. IS For example, the wages and salaries of di­
rectory assistance operators are attributed directly to operator
services; the costs of packet switch installation and maintenance
are assigned to packet-switched high-speed data transmission
servIce.

In addition to such directly attributable costs, a service is
assigned a pro rata portion of the shared costsS6 of production,

83. Id.
84. Fully dilCributed cosu are also referenced as "fully allocated cosu" and "fuU

cosnnl" in the law and regulatory economics literature.
8'. In practjce, there are Imporwu exceptions to this statement. The scope of

this p&I*' precludes a more detailed expoliUoD.
86. SIttuwJ CQIII are tbe sum of joilll cosu aDd CO".".OII cosu, Joint cosu are tbe

cosu of servica produced jointly. but in fixed proportions to one another. If outputs
can be produced in variable proportions to one another. then sucb cosu are common
cosu, Common COlli are also referenced in the literature as "lIxed cosu," "overhad
,;osu," "unanributable cosu.'· and "remaininl cosu,"

Neither JOint cosu nor common cosu can be ISIiped directly to any service u
anlt in an economically meanlnlful way. Joint cosu may be directly anributed to the
appropriate cat." of services. but not to individual services. Common costs cannot
normally be directly attributed even to cateaories of services. Sa 1 A. KAHN, THE
EcONOMICS 0' REc;ULATION. at 79 (2d ed. 1988). SaIlUD. Biddle & Steinbera. Com­
mOil Cost A/locallollin tht Firm. in COST ALLOCATION: METHODS, PIlINCIPLES, AP-
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or overhead, which is not attributable to any particular service.
There are several ways of performing this apportionment. or cost
allocation. One way shared costs can be allocated is on the basis
of relative shares of output. e.g., relative shares of total minutes
of use. Alternately, they can be allocated on the basis of relative
shares of revenues. A third way, is on ·the basis of relative shares
of directly attributable costS.81 Any allocation method chosen
will not offer a unique solution to the problem of apportioning
shared costs; hence, it is arbitrary.

FOC methods have been used in the telecommunications
industry in a variety of ways. For example, they have been used
or proposed to: "test" for cross-subsidies between the services
offered by a telephone company;" set prices directly, as in the
application of the Pan 69 rules in the pricing of intentate carrier
access services;" separate revenue requirements among the in­
tentate and intrastate jurisdictions, as in the.. application of the
separations process required by the Pan 67 rules;90 and separate
shared costs between the regulated and the nonregulated activi­
ties of a telephone company, as provided by the FCC's Joint Cost
Order 91 or between basic and enhanced services. as provided by
the FCC's Computer Jnquiry IIJ proceeding.9Z

However, fully distributed costs are probably far too high,
as computed in the telecommunications industry, to serve as the
basis of prices used in a customer specific offer. Predictably,
these are the very costs that market entrants want regulaton to

PLICATION! 31 (8.P. YOIIDI ed. 1915); KaIua II: Sbn. CM".,,' l~a ill
r,/«ommllllit:tllilllu R."..".· hidll,. 4 YALE J. ON R2G. 191.206 (1987).

87. n.e IIIICbodI of COIl alJocation are abItncIiaaI aad siJDpliicatioal of the
campAu accauatiq metbodl UIed in prw:aee.. Quite often. combinations of these
three basic: metbodl are UIId in aUocannl shared COlIS. Bneutipm, Slip'" note 12;
Cole. III". noce 12-

81. S. LL JohnIaa. Competition aad C~beictiDdnn in the Telephone
IndustrY (1982) (llAND Corporation Repon) for • coaqHete diIcuaion of such
proc:eedinp. s.. G. FAULHAau. T£LI.COMMUNtCATIONIIN TUawoIL: TECH­
!'fOLOCiY AND Puauc Poucy (1987); Bresla•• Doe~ TIt.", PllIY 1I Rot. ill

R".,itllo'Y D«WiHul TIt~ CRTC Carl [IIqu;,y. 64 LAND eco... 372 (1988).
. 89. 47 C.F.R. § 69.1-.612 (1986).

90. 47 C.F.R. § 67.1 (1986) (Now Pan .36).
91. Separation of CollI of Replated TeJepbone SerW:e from CollI of Nonrep­

lated ActiVIties. Repon and Order. 2 FCC Red 1298.62 R.R.2d 163 (1987) (hemnaf­
ter Jo;II' Carl arw,j. The order established tbe c:urreat Put 64 ruIeL

92. Amendment of Sections 64.702 of the Collllllillion's Rule and RquJations,
104 F.e.c.2d 9~8 (1986).


